to the current government's ideologically driven choice to sever economic ties with Ukraine's major trading partner and chief investor, Russia.
In this paper I shall look at the damage being done by the government's choice to pursue what I call "suicide economics." Next, I will review why the DCFTA has proved to be much less of a benefit to Ukrainian than its supporters expected. Finally, I will argue that Ukraine still depends on Russia to achieve economic prosperity, and suggest ways to restore this vital link without compromising Ukraine's turn toward Europe.
What is "Suicide Economics?"
Ukraine's abysmal economic statistics since the transition of power in February 2014 are depressingly familiar. In the past 18 months living standards have fallen by half.
1 Meanwhile inflation has risen to 43% annually, and public debt as a percentage of GDP has gone from 39.9% in 2013, to 79% by the end of 2015. 2 An estimated 55% of all economic activity simply goes unreported. 3 In the financial sector, the share of toxic assets in bank portfolios is estimated to exceed 50%, while deposit withdrawals by households in 2014 reached 30% of total deposits. 4 In 2014 financial flows into UA fell by 21%, then by another 35% in 2015. 5 What does this mean in terms of family buying power? If annual incomes under former president Viktor Yanukovych were roughly $3500 dollars, they are now $2000 according to
Ukraine's first president, Leonid Kravchuk. 6 The percentage of people who say that they do not have enough money for food, went from 9% in February 2014 to 19% in May 2015. 7 New small car sales nationwide have plummeted from 213,444 in 2013, to just 46,546 in 2015. 8 And yet, while the country's economy nosedives, Ukrainian politicans are finding new
ways to implement what can only be termed a suicidal economic policy. Here are just a few notable examples:
• For most of the past decade, 90% of the high value-added goods produced by Ukraine were sold to Russia. These include machinery, military technology, engines and motors.
In 2014, sales to the Russian market accounted for 44% of all machinery and appliances sold abroad. 9 That same year, however, the government decided to tear up its defense contracts with Russia. As a result, Ukraine's defense and aviation industries lost more than 80% of their income, an estimated 2 billion hryvnia annually (at the time more than $200 million). 10 Industrial giants like Yuzhmash, Motor Sich, Turboatom, and AvtoKrAZ have all had to sharply scale back production, while the pride of Ukrainian industry, airline manufacturer Antonov, was liquidated and it assets transferred to another state-owned conglomerate in January 2016.
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• In January 2016 Ukrainian president Petro Poroshenko congratulated his countrymen on having survived the winter without Russian gas. It had gotten by instead with European reverse gas which, he pointed out proudly, was 30% more expensive than the spot price for Russian gas.
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Poroshenko's note of pride presumably stems from his countrymen enduring the burden of an additional $300-550 million in annual payments for gas in order to end What both failed to mention, however, was that Ukraine's major European supplier of natural gas last year was Slovakia, which receives 90% of its gas from Russia. 14 In effect, therefore, Ukraine was purchasing the very same Russian gas at a premium merely for the privilege of not having to call it Russian.
• In 2014 Ukraine decided to stop buying coal from the rebel-held territories of Donbas, the country's traditional supplier. Such coal purchases were denominated in hryvnia and were thus far cheaper than coal that could be purchased from abroad.
To show its independence from the rebels, however, Kiev decided that it would import coal from South Africa instead. 15 Alas, as with the case of the Slovakian gas that actually comes from Russia, an investigation by Ukrainska pravda revealed that much of the coal purported to be from South Africa was actually Donbass coal, repackaged as South African through a Hong Kong company, then resold to Ukraine. 16 As a result, the government not only paid more for coal, but lost tax revenues from Donbass as well.
• 23 While these do not entirely bloc commerce, they either add to the cost of production or expand the black market, to the overall detriment of the Ukrainian economy.
A common thread linking the government's economically irrational behavior is the desire to spite Putin. Alas, it is the average Ukrainian citizen who must pay the price.
What Went Wrong?
It would be easy to blame the IMF and World Bank for Ukraine's current economic doldrums, and many in Ukraine do. Both anticipated that economic growth in Ukraine would begin in 2015, when it actually fell by nearly 10%. 24 Even more important, however, is that these initial estimates provided the rationale for the $17 billion bailout package that was provided to Ukraine in 2014, which became $35 billion when the program was launched in May 2014, and $55 billion six months later. 25 Even this figure now seems insufficient. Adding up the total cost of bailing out Ukraine's banks, paying off its external debts, paying for energy imports, and defending the national currency, Volodymyr Lanovoy, former president Kravchuk's economic minister, estimates that the total cost of subsidizing the Ukranian economy may come to well over $100 billion.
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To be fair, however, Western assumptions about Ukraine's speedy recovery were based on a quick end to the conflict in Eastern Ukraine and the resumption of normal trade relations with Russia. Almost no one anticipated that the conflict would drag on, and that Ukraine would douse its own burning house with fuel by cutting itself off from its largest investor--in the first Yet, at the height of the Euromaidan, pursuing business-as-usual with Russia was often portrayed as no different than a making pact with the devil, while the benefits of EU association were wildly oversold. With two years of EU integration in practice to look back upon, we can now make some real world comparisons.
Studies favoring EU association typically acknowledge some short term economic decine, as the country transitions to EU standards, but insist that over the long term the economic benefits of far outweigh those of joining the EEU.
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But even on this point there is considerable disagreement. Some studies estimated that no more than 15% of Ukrainian exports originally destined for the Eurasian Economic Union (EEU) before 2014 could be redirected elsewhere. 31 According to a study done in 2011, preferential energy pricing for Ukraine (at the rate being offered to Belarus) would have saved Ukraine $3-6 billion a year in Russian energy imports, while increasing exports by $5-9 billion a year. 32 Other economists insisted that the benefits of maintaining Ukraine's existing technological integration within the EEU, and of keeping trade in one's national currency, significantly increases long term projected GDP growth. Most importantly, however, nearly all studies favoring EU association assume that trade ties with Russia and the EEU would remain unchanged after the DCFTA enters into effect when, in fact, the suspension of Ukraine's trade privileges have cost the country an estimated $3 billion a year. This is money that the limited trade preferences afforded Ukraine under the DCFTA could not hope to make up, nor was it ever intended to. At best, it can only partially compensate for lost markets, though that impact will be within a much longer timeframe.
According to a study done by the Oxford Economics group in July 2012, i.e. well before the events that led to the EuroMaidan, the total cumulative effect of the DCFTA for Ukraine could reach 3.3% of GDP by 2025. 34 Meanwhile, however, several Russian economists put the estimated loss to Ukraine from sanctions, trade disputes, hostile press that affects labor migration, tourism, and Russian investment at as much as $33 billion dollars annually, nearly a fifth of its 2013 GDP.
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Under any scenario, therefore, the Russian market is crucial. It was certainly never expected, at least within the EU, that its market would totally replace the Russian market. 36 As
Oleksandr Shepotylo, an economist who sees much greater long term growth potential for Ukraine in the DCFTA, and therefore favored its ratification, points out, Ukraine severely underexports to Russia. As a result, its highest growth potential, at least in the short term, lay within the EEU. The paradox of signing a DCFTA without preserving access to the Russian market, as the former government warned, is that Ukraine would be caught between low quotas and the lack of financing to achieve the certification needed to even reach those quotas. On items like sugar, the government has not allocated funding for the certifying institution for the past three years, so there is actually no one to certify that Ukrainian sugar meets EU standards. rebellion that ousted him. 47 As former president Yushchenko remarked, catachrestically, "I can hear the smell of burning tires" 48 The government's supporters, however, insist that they cannot change course.
First, they say, politically Ukraine has no choice but to respond to Russian aggression by imposing its own sanctions. The beauty of this argument is that, while it may not make economic sense, it makes a great deal of political sense for those now in power. Before 2014, foreign investment was not only largely from Russia, or from countries like Cyprus and the British Virgin Islands that serve as havens for Russian capital, it was also heavily concentrated in the Russian speaking industrial regions of Ukraine--Kiev, Dnepropetrovsk, Donetsk, and Kharkov. 49 Cutting off this Russian investment therefore disproportionately affects these regions. The destruction of Ukraine's industrial base thus shifts the balance of economic and political power from the eastern to the western regions, thereby permanently marginalising the opposition, whose power base lies in the East.
Second, they insist that a large part of Ukraine's current economic contraction should be attributed to the conflict in Donbass and the loss of Crimea. It is certainly true that these conflicts have taken a dramatic toll on Ukraine's economy. The government estimates the total loss at as much as 20% of GDP, not including the sharp rise in military spending. 50 But even without entering into the controversial subject of who is more to blame for these conflicts, it is worth noting that Donbass and Crimea were both net recipients of budgetary transfers. Thus, ending government subsidies to their industries, as Yatsenyuk liked to point out before 2014, when he was a leader of the opposition, would improve the government's balance sheet, not worsen it.
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Finally, they continue to insist that the country will ultimately be bailed out by the West because the latter simply have no other choice. As Poroshenko put it in his 2014 speech to a joint session of the U.S. Congress, the conflict in Ukraine is one between "civilization and barbarism." 52 The concerns about Ukraine's ability reform itself being voiced by even noted supporters, like former U.S. Secretary of State Condi Rice, and the current U.S. ambassador to Ukraine, Geoffrey Pyatt, seem to have had remarkably little impact on this assumption.
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Why There is No Alternative to Russia
This is not to suggest that the government has accomplished nothing, though most of what it has accomplished could perhaps most generously be described as laying the foundations for future economic growth.
Thus, Dragon Capital reports the good news that total foreign debt of Ukraine has shrunk for the second year in a row. Actually, however, public sector debt has increased, thanks to the loans made to the Ukrainian government. The decline in overall debt has been due mostly to the collapse of private sector lending and the inability of Ukrainian banks to obtain long term loans.
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Ukraine has also increased its profits from transportation of natural gas in 2015, thanks to an increase in the volume of Russian gas going to Europe. Domestic gas consumption, however, continued to fall: from 50.4 billion cubic meters (bcm) in 2013, to 42.6 bcm in 2014, to 34.4 bcm in 2013. While the government attributes this decline to greater efficiency, it is reasonable to assume that the steep rise in the costs for consumers and businesses has also contributed to this decrease.
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Perhaps the government's best known accomplishment last year was the agreement to write off 20% its Eurobond debt. This allowed it to continue negotiations for another IMF loan tranche which, as of April 2016, it still has not received. But what is often overlooked are the draconian terms that Western creditors imposed for this delay in payment. Should Ukraine ever achieve an annual economic growth rate of 3-4%, creditors will receive 15% of total GDP growth. Should its growth rate rise to more than 4%, creditors will receive a whopping 40% of each percent of growth! 57 Under any circumstances, Ukraine will be paying interest on this debt through 2041. 58 There is a better way forward that could revive domestic living standards, promote national unity, and lead to a strengthening of Ukraine's international political and economic standing--the restoration of common sense economic ties with Russia.
Let me review briefly why Russia remains vital to the Ukrainian economy, even today.
Despite the fact that the percentage of Ukraine's trade with Russia has fallen by 53%, two years into the current conflict Russia remains Ukraine's single largest trading partner. 59 A study pubklished in Evropeiska pravda at the end of 2014 found that, even after the signing of the DCFTA, several regions of Ukraine actually became more dependent on Russian trade than they had been the previous year. 60 In 2015 Russian ranked fourth among the Ukraine's top foreign investors. 61 This, however, masks the true extent of Russian investement, since much of the remaining investment money comes from countries like Cyprus and the British Virgin Islands, which are well known shelters for Russian capital. 62 capital) which is why, when right wing vigilantes began conducting pogroms of these banks in various Ukranian cities in 2016, the head of the Ukrainian National Bank went on national televisions and appealed to them to stop. 63 Finally, as the Ukrainian economy shrinks, more and more families find themselves relying on remittances from migrant workers, the majority of whom still find work in Russia. 64 Some five to seven million Ukrainians have left the country seeking work abroad, and in 2014 they remitted $9 billion to the Ukraine, which is three times the total foreign direct investments
Ukraine received last year. 65 By some estimates the potential loss to the Ukrainian economy should migrant workers no longer be allowed to work in Russia could reach as high as $11-13 billion, or 7% of GDP.
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Ukraine cannot survive on Western bailouts alone; it desperately needs massive amounts of long term investment which, historically, only Russia has been willing to provide. Over the past twenty years the West has promised Ukraine almost $62 billion in aid for reforms, primarily through loans from the IMF, European Union, and World Bank. The amount actually disbursed appears to have been less than half this amount, however, since these assistance programs were often suspended part way through due to Ukraine's failure to implement the suggested reforms. 67 By contrast, according to Russia's Minister for Economic Development, Alexei
Ulyukaev, Russia has put some $200 billion into the Ukrainian economy over the course of the past two decades. 68 Separately, Russian prime minister Dmitry Medvedev estimated Ukraine's savings since 1990 on gas discounts alone at more than $80 billion. 69 Since the collapse of the Ukrainian economy is something that both Russia and the West say they are eager to avoid, it therefore makes eminent sense to forge a program for the economic recovery of Ukraine that they could implement together. Ukrainian infrastructure (the proposed Via Carpathia transportation corridor, which will go around Ukraine rather than through it, is a reminder of that), but it would for Russia, if Ukraine were to restore normal economic relations with it. 78 Second, it would promote national unity by showing that the Kiev values the industries based in the Eastern half of the country, and that its policies are not, in fact, aimed at marginalizing these regions. 79 The fact that cross-border cooperation with Russia is specifically mentioned in the Minsk II Accords suggests that such ties are deemed essential to revitalizing Donbass and re-integrating it politically and culturally back into Ukraine. 80 Finally, by demonstrating its willingness to govern in the best interests of all the people, rather than rely on a narrow base of ideological and geographical support, such a shift would strengthen Ukraine's international political and economic standing, by giving international investors confidence that the government gives precedence to pragmatic necessity over ideology.
By contrast, the ambitious new economic strategy proposed by president Poroshenko in January would be slow to bear fruit even under the best of circumstance; the current fragility of the Ukrainian economy makes it all the more susceptible to political pressures and intrigue.
Should the anticipated economic recovery be delayed much further, a restless populace is likely to shift blame to the West for ostensibly failing to provide adequate support to Ukraine.
According to economist and former member of the Ukrainian parliament, Yuri Poluneev, this could result in a "huge social whiplash against Ukraine's EU aspirations."
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What Ukraine needs most, therefore, is a good dose of common sense. Without it, no government or nation can long survive. This means the restoration of those economic ties with Russia that clearly benefit the Ukrainian economy, at least until Ukraine develops stable alternative markets.
To be clear, I do not see restoring economic ties with Russia as a panacea for all that ails Ukraine. I see it as a vital stop gap measure needed to stop the hemorrhaging of resources, manpower, and capital, and to win Ukraine time and breathing space for economic reform, and hopefully prevent the current economic crisis from turning into a political collapse.
Nor do I see it as a matter of chosing the Eurasian Economic Union over the EU. For Ukraine, with its deep cultural ties to both Europe and Russia, insisting on such a choice can 81 Poluneev, "Ukraine: Ten shocks,": 9.
Page 23 of 23 only lead to civil strife. It is therefore a quintessentially false choice, as European leaders are slowly coming to realize.
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In order to unite the country, Ukrainian leaders must stop trying to pit one against the other, and instead embrace the idea of Ukraine becoming a conduit between these two huge markets. Ukraine should be the first to promote closer economic ties between the EU and EEU, because it stands to profit the most from such trade. Positioning itself as the vital link between the Eastern and Western halves of Europe would also be the best way to provide Ukraine with the leverage it needs to extract maximum benefits for itself.
Ultimately, appreciating the benefits of such mutual dependency may be the best hope for long term peace and prosperity, not only between Russia and Ukraine, but in all of Europe.
